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The relevant literature stresses that global factors are becoming increasingly important as a cause of international capital fl ows. It is nearly impossible for some countries to protect themselves from outside infl uences on their fi nancial markets. Rey even raises the spectre of a paradigm shift.
2 She suspects that the classical "trilemma" of a country being able to realise only any two of the goals of exchange rate stability, independent monetary policy and free movement of capital has been superseded by a "dilemma" of -irrespective of the exchange rate regime -independent monetary policy being possible only if capital controls are instated. Forbes and Warnock had noted earlier that domestic, local factors were increasingly being dominated by global factors as determinants of extreme capital movements.
3 Turner cites as an explanation of increased interdependence the closer international interest rate network promoted by cross-border refi nancing operations conducted by globally operating credit institutions and by forex swaps. 4 Chung et al., however, focus more on global liquidity, the impact of which affects, fi rst and foremost, the fi nancial markets of EMEs. 5 This paper investigates the extent to which various global factors such as stock market volatility, international liquidity and global interest rate levels impact on the effective fi - Gross capital fl ows between highly advanced economies and emerging market economies (EMEs) have grown considerably more volatile in the aftermath of the international fi nancial crisis. An initial period of capital fl ows to advanced economies, then regarded as "safe havens", beginning in mid-2011 was followed by a considerable portion of the extremely ample liquidity in the United States and Europe provided under their central banks' quantitative easing programmes migrating to Latin American and Asian EMEs in search of yield. This led to a real appreciation of local currencies, felt in some quarters to be unwanted, along with a loss of real competitiveness. The US Federal Reserve's announcement in May 2013 that it would start "tapering" its purchases of government bonds, as well as the actual beginning of tapering at the end of that year, caused considerable quantities of capital to return to the United States from EMEs. The associated price adjustments in the EMEs' stock and forex markets were repeatedly described as a new currency crisis or emerging markets crisis. This prompted a debate on the local and global causes of this development. . The average long-term interest rates (government bonds with a residual maturity of ten years) for the euro area, the United Kingdom, Japan and the United States are used to approximate the global interest rate level. Holdings of reserve assets (including gold) are taken from the IMF's International Financial Statistics. Since the estimates are based on monthly data, there is a suffi cient quantity of observations to conduct these estimations separately for each country; as opposed to pool estimates, this enables us to detect country-specifi c differences. The estimates were performed using WinRats Standard 8.2 as ordinary least squares (OLS) regressions with an autoregressive term of the dependent variable. The fi nancial market exchange rates and the vix, liq and res variables are in log differences. In order to solve the endogeneity problem of this domestic variable with the domestic fi nancial market exchange rate, we have used lagged, i.e. predefi ned, variables. Simple differences have been used for the interest rates.
Results of the estimation
By construction, a rise in real effective fi nancial market exchange rates implies a relative increase in the price of a country's stocks compared to the weighted average of the stocks of all other countries. A signifi cant impact of global factors on the fi nancial market exchange rate of an emerging economy thus documents an asymmetrical effect in that the EME in question is affected more severely than the aver- Table 1 The impact of global fi nancial market factors and domestic reserve assets on the effective fi nancial market exchange rates of selected EMEs N o t e s : All variables are log differences except for the interest rate (difference); t-values in parentheses; */**/*** denotes statistical signifi cance at the 10%/5%/1% level.
nancial market exchange rates of selected EMEs. 6 Because these rates are defi ned as a ratio between the price of domestic stocks and the weighted average price of all domestic stocks expressed in a single currency, a signifi cant infl uence of a global variable indicates an asymmetric effect inasmuch as the EME in question is affected more severely than the average of all countries. This will always be expect-
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Differences between EMEs and industrial countries
In order to study potential differences between industrial countries and EMEs with respect to how their fi nancial market variables respond to global factors, the estimates were also performed for Germany, the United Kingdom and the United States, but without explicitly containing reserve assets, which in industrial countries do not play a role comparable to that in EMEs.
9 This is particularly true for the United States in its role as the issuer of the US dollar, which is still the most important currency for international fi nancial transactions, and for Germany as a eurozone member. In order to render the estimation results directly comparable with the studies for EMEs, the same regression was also performed for four leading EMEs. Table 2 presents the results.
We see that the prominence of global liquidity over other global factors such as stock price uncertainty and interest rates is much more marked for industrial countries than for the EMEs.
Moreover, especially in light of the current debate on "tapering", it is interesting to note that the relationship be-9 However, it must be noted that for industrial countries -unlike within the group of EMEs -global factors cannot be cleanly distinguished from, but are, by construction, infl uenced to a major degree by, domestic factors. The most prominent example is the vix, which is explicitly calculated according to the expected movements in the price of US stocks.
age of all the countries. This is always to be expected if the domestic fi nancial market is less liquid than the average of fi nancial markets and -ceteris paribus -is correspondingly more highly volatile. If, for example, an expansion of global liquidity actually does lead to a shift in international portfolios away from investment in industrial countries, then, conversely, an equal negative effect should be detectable for this group of countries. Whereas the following section contains the estimation results for 16 EMEs, the one after focuses on the estimation results for the most important industrial nations.
Basic model Table 1 summarises the results of the estimation. The estimate illustrates that global liquidity, in particular, applies considerable upward pressure on the EMEs' relative fi nancial market prices, measured by the effective fi nancial market exchange rates.
In 15 of 16 countries, this impact is statistically signifi cant.
7
This contradicts the traditional hypothesis that countryspecifi c differences in stock prices are determined by the profi t outlook in the country concerned. Therefore, relative prices appear to be determined not just by the quality and the scope of alternative investment vehicles in the relevant EME but also by the terms and conditions of the (global) supply of capital. This is all the more remarkable considering that this impact occurs regardless of whether the country maintains fl exible exchange rates or has attempted to manage the value of its currency through forex market intervention or artifi cially setting exchange rates altogether. 8 In line with the more recent literature, the advantages of fl exible exchange rates for shielding an economy from external (global) factors appear, therefore, to be called into question.
As expected, the correlation of EMEs' fi nancial market exchange rates with uncertainty on the US stock market and global interest rates levels will tend to be negative; there are fi ve cases for each type of correlation where statistical signifi cance can be identifi ed. Domestic reserve assets, by contrast, do not appear to be ideally suited to stabilising the domestic fi nancial market exchange rate. Only in one case (Hungary) do they exert a statistically signifi cant impact on the movement of the fi nancial market exchange rate. All in all, this confi rms the volatility-heightening impact of global liquidity on the fi nancial markets in EMEs.
7 In this article, statistical signifi cance means that the probability of a fi rst-order error is less than fi ve per cent. 8 The countries in the data set represent a broad spectrum of currency arrangements. In line with the IMF classifi cation, these countries reported their exchange rate arrangements as "free fl oating", "fl oating", "crawl-like arrangement", or "currency board". Table 2 Impact of global fi nancial market factors on selected countries' effective fi nancial market exchange rates N o t e s : All variables are log differences except for the interest rate (difference); t-values in parentheses; */**/*** denotes statistical signifi cance at the 10%/5%/1% level.
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tween global liquidity and the effective fi nancial market exchange rate is signifi cantly negative for the United States, and therefore the opposite of the relationship for all other countries. Apart from the fact that the construction of the fi nancial market exchange rate requires such a mirror image in at least one other country, this underscores the special role played by the United States for the global fi nancial markets. This was not altered by the international fi nancial crisis, which originated in the United States. Whereas the provision of extremely ample liquidity in the major economies needs to be seen in the context of the slumping economy in the industrial countries and the problems besetting the fi nancial sector, yield-seeking international investors -after initially putting their money in safe havens -then headed elsewhere, including the relatively unaffected EMEs. Irrespective of local conditions, these dynamics expose EME fi nancial markets to additional volatility, to which policymakers in many places responded by imposing capital controls.
The answer to the question of whether the Fed's tapering will make a return to normality possible or harbours the danger of a renewed fi nancial crisis will depend to a major extent on the EMEs' macroeconomic stability and their ability to withstand exogenous shocks. In any event, the experience of the past few months and years has shown that is virtually impossible to isolate individual countries entirely from global economic developments.
Conclusion
It is being increasingly held in the literature that, in a globalising world, fl exible exchange rates are no longer enough to insulate an economy against external shocks. Our empirical results corroborate the observation that, in the past few years, global factors have had a crucial impact on domestic fi nancial market prices and that it is becoming increasingly diffi cult for EMEs to fi nd shelter. Global liquidity, in particular, has been the dominant element of the evolution of fi nancial markets in the emerging economies.
What this means with respect to possible policy recommendations to EMEs on how they can best protect themselves from the adverse impact of volatile international capital fl ows is that neither fl exible nor fi xed exchange rates are capable of sheltering domestic fi nancial markets from foreign shocks and of stabilising the valuation of domestic fi nancial instruments. What appear more promising are efforts to exploit the advantages of fi nancial integration while at the same time taking precautions to ensure that external shocks can be absorbed by a sound fi nancial sector with high standards of safety. In this connection, too, a stable macroeconomic environment can also help prevent temporary disruptions from becoming a full-blown hazard to macroeconomic stability.
